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Consolidated
Financial
Statements
Understanding Their Theories

By Diana R. Franz

Consolidated financial statements
are one of the most complex and con
fusing problems facing the accounting
profession today. This is particularly
true when a minority interest exists. In
creasingly complex corporate struc
tures have created many questions for
the accountant. However, the
authoritative literature has not provid
ed definitive answers and has allowed
wide diversity in some areas.
An example of this diversity is pro
vided in Accounting Research Bulletin
(ARB) #51 which states that:

“There is a presumption that con
solidated statements are more mean
ingful than separate statements and
that they are usually necessary for a
fair presentation when one of the
companies in the group directly or in
directly has a controlling financial in
terest in the other companies. ”1

However, ARB #51 later allows ex
ceptions to the presumption that
consolidated statements are more
meaningful than separate statements
if the subsidiary’s activities are
substantially different from those of the
parent company (e.g., a financial sub
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sidiary of a manufacturing company).
This exception has been criticized for
impairing the comparability of financial
statements of companies which utilize
different consolidation policies, and
also for obscuring an enterprise’s
resources and obligations.2
Both the history of consolidation and
current attempts to resolve and clarify
issues seem to emphasize the use of
arbitrary techniques and rules for con
solidating financial statements without
looking at the basic underlying con
cepts. The choice of any one of four
main theories — proprietary, parent
company, parent company extension,
and entity — has a significant impact
on the valuation of assets, liabilities,
goodwill, and minority interest in the
resulting consolidated financial
statements. This paper looks at the
need for consolidated statements and
the effect of each of the four basic
theories on these statements.
The basic objective of corporate
financial statements is to provide
useful information in making economic
decisions, primarily to users who rely
on these financial statements as the
primary source of information about an
enterprise’s economic activity.3 The in
creasing trend of combining business
for growth, tax, legal, or operating

benefits created the need for
shareholders to receive combined
financial statements. These combined
financial statements report the results
of a parent company and its sub
sidiaries as if the group were a single
economic unit. Although legally the
shareholders of the parent company
have a claim only on the parent com
pany’s net assets, they are interested
in the operating results of the whole
group.4 All four of the basic consolida
tion theories are based on the belief
that when a company has any sub
sidiaries, statements of the economic
group are more meaningful to the
parent company’s shareholders than
separate statements of the individual
companies. Although consolidated
financial statements are required or
recommended in only a limited number
of countries in the world, in the U.S.
consolidated financial statements are
considered the primary statements
and are rarely accompanied by parent
or subsidiary company financial
statements.5

Despite the fact that all four of the
basic consolidation theories are bas
ed on the same tenet, the application
of these theories can produce differing
results. To better understand this, it is
necessary to first look at the implied
value of a subsidiary. The implied
value of an acquired subsidiary is
determined by dividing the price paid
by the parent company’s percentage
share of ownership. For example, if
$50,000 is paid for 50% of the sub
sidiary, the implied value is $100,000.
This implied value of the acquired sub
sidiary is composed of three main
parts which are illustrated in Figure 1.
The three main parts are:
1. The book value of the ac
quired subsidiary’s net assets.
This would be the historical cost
recorded in the subsidiary’s
ledger. (Sections A and D of
Figure 1.)
2. The excess paid over book value
attributable to specific assets,
either tangible or intangible,
which are undervalued on the
acquired subsidiary’s books.
(Sections B and E of Figure 1.)
3. The excess paid, which cannot
be attributed to any specific
tangible or intangible assets,
e.g., goodwill. (Sections C and F
of Figure 1.)

The four theories of consolidation will
be reviewed and illustrated.

The Proprietary Theory
This theory’s premise is that the
owners or proprietors of a firm are the
most significant. They own the firm’s
assets, are responsible for its liabilities,
and any net income accrues directly to
them. This theory results in the parent
company reporting only its share of the
fair value of identifiable assets and
liabilities of the acquired subsidiary.
Goodwill — assuming an excess of the
purchase price over identifiable net
assets — is measured as the dif
ference between the purchase price of
the subsidiary and the parent com
pany’s percentage of the fair value of
the subsidiary’s net assets.6 The pro
prietary theory never recognizes the
existence of a minority interest. A con
solidated balance sheet would include
in the valuation of consolidated tangi
ble and intangible assets and liabilities
sections A and B of Figure 1 and sec
tion C in the valuation of goodwill.
Although this theory is not concep
tually appealing as applied to the
consolidation of a partially owned sub
sidiary, it has been suggested as an
alternative to the present required use
of the equity method of accounting for
an investment in some joint ventures.
It has been suggested that the use of
line by line consolidation, or pro rata
consolidation based on percentage of
ownership as the proprietary method
advocates, would increase the
usefulness and meaningfulness of
financial statements for an enterprise
which invests in joint ventures. Also,
the comparability of financial informa
tion for enterprises using different
organizational forms to achieve similar
objectives would be increased.7

company’s proprietary interest
becomes the proprietary interest in the
consolidated entity.8 Consolidation
procedures give distinct treatment to
both interests.
This results in a rather unique valua
tion of the subsidiary’s net assets for
consolidation when the parent com
pany owns less than 100% of the sub
sidiary, because the assets are in ef
fect valued at book value plus the
parent’s share of excess of fair value
over book value. Net assets would in
clude sections A, B, and D of Figure
1. Only the parent company’s portion
of goodwill is recorded, section C of
Figure 1. Minority interest at the ac
quisition date is determined by
multiplying the book value of the sub
sidiary’s net assets by the minority
percentage of ownership, again sec
tion D of Figure 1. Subsequent to the
acquisition, minority interest should be
adjusted by its percentage share of the
subsidiary’s net income or loss.
Because this theory does not
recognize the minority interest’s share
of the excess of fair value over book
value, no adjustment to the minority in
terest’s share of the subsidiary’s
reported net income/loss is necessary
for excess depreciation or amortiza
tion. However, the parent company

The Parent Company
Extension Theory
This theory is basically the parent
company theory “extended” to include
the minority interest’s share of the fair
value of specific, identifiable tangible
and intangible assets over their book
value (i.e., section E of Figure 1). The
reason for this is the desire to more ful
ly inform financial statement users of

FIGURE 1
Implied Value of an Acquired Subsidiary

Excess paid o/er book value
not allocated to specific
tangible and intangible
assets, i.e , goodwill.

The Parent Company Theory
This theory evolved as a more prac
tical alternative to the proprietary
theory. The parent company is viewed
as having an undivided interest in the
net assets of the subsidiary. The
minority shareholders’ interest is not
ignored as it is with the proprietary
theory, but is only recognized to the ex
tent of the minority interest’s percen
tage share of ownership in the book
value of the subsidiary’s net assets. In
Figure 1, this would be shown by Sec
tion D. The minority interest in the sub
sidiary is still viewed as outside the
proprietary interest, and the parent

would prepare consolidation elimina
tion entries for the excess depreciation
and amortization for their share of the
excess of fair value over book value.
Consequently, minority interest will
always equal the minority percentage
of ownership multiplied by the sub
sidiary’s book value.
Because the minority interest is
viewed as being outside the pro
prietary group, consolidated net in
come is computed by deducting the
minority interest share of the sub
sidiary net income from the combined
affiliated income. The separation of the
two types of investor claims — parent
company and minority — is ac
complished by showing the minority
interest on the balance sheet as a
liability rather than as part of
stockholders’ equity.

Excess fair value over book value,
allocated :o specific
identifiable tangible and intangible
assets.

Historical Cost Book Value of Acquired Subsidiary

Parent Co.’s Share

Minority Interest’s Share
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all the economic resources of the sub
sidiary. Minority interest is still viewed
as outside the proprietary group,
however the parent company exten
sion theory relegates the minority in
terest in the subsidiary to the rather
nebulous area of the balance sheet
between liabilities and stockholders’
equity.

The parent company extension
theory recognizes the minority interest
at acquisition date as being com
posed of the minority interest per
centage of book value of net assets
and the excess of fair value over book
value for these net assets (i.e., sec
tions D and E of Figure 1). Subsequent
to acquisition, minority interest is ad
justed for its proportionate share of the
subsidiary’s reported net income/loss
and for depreciation and amortization
of any difference between book value
and fair value. In Figure 1, minority in
terest would be represented by sec
tions D and E, and assets and liabilities
would be represented by A, B, D, and
E. Regarding goodwill, the acquisition
of the subsidiary is considered to have
established a fair value for the parent
company’s share of goodwill but not
for the minority interest’s share. Con
sequently, goodwill is determined as
purchase cost less the fair value of net
assets (i.e., section C of Figure 1).
Since minority interest is considered to
be outside of the proprietary group it
is therefore excluded from con
solidated net income.

The Entity Theory
Under the entity theory consolidated
statements are considered the
statements of an economic entity with
two classes of proprietary interest —
the parent company’s dominant in
terest and the minority’s interest. For
consolidation purposes, the entity
theory treats both interests consistent
ly. The consolidated statements are
viewed as an expression of the finan
cial position and operating results of a
distinct consolidated entity and not
merely as an extension of the parent
company statements. Minority interest
is therefore viewed as a part of capital,
instead of representing an interest out
side the proprietary group.9 The entity
theory presupposes that the purchase
price of the subsidiary establishes a
fair value for determining the value of
the subsidiary as a whole, therefore
establishing the fair value of all assets
— including goodwill — liabilities, and
16/The Woman CPA, April, 1984

The four basic theories of
consolidation produce
significantly different valua
tions for assets, liabilities,
goodwill and minority interest
in consolidated statements.

minority interest. This valuation would
include all sections of Figure 1.
Utilizing this theory, regardless of
the percentage of ownership, the
parent company would show the fair
value of all assets — including good
will and liabilities — in the consolidated
financial statements. The minority in
terest at acquisition date would be
determined based on the full implied
value of the subsidiary (i.e., sections
D, E, and F of Figure 1). Subsequent
to acquisition, the minority interest is
adjusted for the subsidiary’s net in
come/loss, the excess depreciation of
the fair value of the assets over book
value, and the amortization of goodwill.
On the consolidated income state
ment, both the parent company’s and
the minority interest’s share of income
is included in consolidated net income.
However, the minority interest’s share
of income is considered an allocation
of profits and is therefore deducted
from retained earnings to arrive at the
reported consolidated retained
earnings.10
In order to illustrate and clarify the
differences between the four theories
on a consolidated balance sheet, the
following simple example (illustrated in
Figure 2) is provided.11 Assume that
the parent company had $500,000 in
assets and no liabilities. The parent
company then utilizes some of these
assets to purchase a subsidiary’s
stock. The subsidiary has $100,000 in
identifiable assets and no liabilities.
The purchase price gives an implied
value of $200,000 for the subsidiary,
of which $40,000 is attributed to
specifically identifiable assets which
are carried at $40,000 under fair
market value in the subsidiary’s books.
The important points to note are that
in all cases net assets remain the

same; if 100% of the subsidiary is ac
quired all methods will produce the
same total consolidated assets. As a
smaller percentage of the subsidiary is
acquired the identifiable assets (at
book value) increase because less of
the parent company’s assets are paid
out to acquire the subsidiary. The pro
prietary theory is not illustrated
because it would yield $500,000 total
assets in all of the examples since
minority interest is not recognized.
The selection of the most ap
propriate and useful theory to serve as
a theoretical basis for consolidation en
tails evaluating the objectives and uses
of consolidated financial statements.
As previously defined, the basic objec
tive of corporate financial statements
is to provide useful information for
making economic decisions, primarily
to users who rely on these financial
statements as the primary source of in
formation about an enterprise’s
economic activity. Nonshareholders —
management and creditors — might
find the consolidated statements
useful but would primarily be in
terested in more detailed or sup
plementary information prepared in
response to their particular needs.12
The consolidated financial statements
are primarily prepared for share
holders of the parent company, who
would be interested in the parent com
pany’s overall operating results.
Minority shareholders would have to
look at the subsidiary’s financial
statements for the determination of
their equity interest and possibility of
dividends. From this perspective,
minority interest is clearly outside the
proprietary group for which the con
solidated financial statements are
prepared.

Consequently the theory which I
believe would provide the best
theoretical framework for the prepara
tion of consolidated financial
statements is the parent company ex
tension theory. This theory would
recognize total specific identifiable
tangible and intangible assets which
the parent company controls, at their
fair market value at the acquisition
date. However, goodwill would be
recognized only to the extent of the
parent company’s share (i.e., the ac
quisition price is considered to deter
mine a fair value for the parent com
pany’s share but not for the minority
interest’s share). Although this is not
theoretically consistent, it is a tolerable
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Illustration of Consolidation Theories on a Consolidated Balance Sheet

FIGURE 2

assumption. The parent company ex
tension theory could be improved by
defining minority interest as a liability
from the perspective of the parent
company’s shareholders and showing
it as a liability, rather than relegating
minority interest on the balance sheet
to being shown between liabilities and
equity.
In conclusion, three of the four con
solidation theories have serious flaws.
The proprietary theory does not even
recognize minority interest. The parent
company theory values a partially own
ed subsidiary’s assets at book value
plus the parent company’s share of ex
cess of fair value over book value
which is not really theoretically
justifiable. The entity method defines
minority interest as part of the
shareholder’s equity. Although the
parent company extension theory is
not entirely consistent, it nevertheless
provides a sound theoretical basis for
consolidating financial statements.
The adoption of one of the four
theories of consolidation would
decrease the diversity in practice and
increase comparability of consolidating
financial statements, which would
benefit the shareholder or potential
shareholder for whom these financial
statements are primarily intended to
serve. The theory which this author ad
vocates is the parent company exten
sion theory. Ω
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Consolidations and the Equity Method
The Financial Accounting Standards Board has rescheduled issuance of an initial concepts docu
ment on consolidations and the equity method from the fourth quarter 1983 to the first quarter 1984
to provide additional time for developing the issues.
The project involves two stages. The first stage is to develop the concept of a reporting entity and
related conceptual matters. The second stage is to address specific accounting policy issues as those
concepts are applied to problems in practice. The staff is gathering information about current practice
and is cataloging problems.
All major aspects of accounting for affiliations between entities are included in the project’s scope.
The document will relate to and build on the concepts developed in FASB Concepts Statements 1-4
and will address other authoritative literature such as ARB No. 51, “Consolidated Financial Statements,”
APB Opinion No. 18, “The Equity Method of Accounting for Investments in Common Stock,” and other
related pronouncements. Source: Financial Accounting Standards board Status Report, October 13,1983.
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